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Questions and Answers on the Term
Reasonably Objective Basis and
Other Issues Affecting Prospective
Financial Statements
Responsible Party's Basis for Presenting a
Financial Forecast
Question
1. Section 400.04 of the AICPA Guide for Prospective
Financial
Statements (the Guide) requires a responsible party to have a reasonably objective basis for presenting a financial forecast.1 What is the
purpose of the term reasonably objective basis?
Answer
2. Financial forecasts are presentations of information about the
future and are inherently less precise than information reporting past
events. That "softness" of forecasted data is communicated to users of
financial forecasts in the introduction to the summary of significant
assumptions by including a caveat that the forecasted results may not
be achieved.2 Nevertheless, financial forecasts present, to the best of
the responsible party's knowledge and belief, the entity's expected
financial position, results of operations, and changes in financial position (cash flows).
3. Because users expect financial forecasts to present the responsible party's "best estimate," the term reasonably objective basis was
included in the Guide to communicate to responsible parties a measure of the quality of information necessary to present a forecast.
1This guidance

applies only to financial forecasts. As discussed in section 400.04P of the
Guide, the responsible party does not need a reasonably objective basis for hypothetical
assumptions used in afinancialprojection. However, this guidance should be useful in evaluating whether other assumptions used provide a reasonable basis for a projection, given the
hypothetical assumptions.
2Section

400.29 of the Guide illustrates the type of caveat to be included: There will usually
be differences between the forecasted and actual results, because events and circumstances
frequently do not occur as expected, and those differences may be material."
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Question
4. In addition to establishing the term reasonably objective basis,
the Guide indicates that the responsible party should develop
appropriate assumptions to present a financial forecast (see section
316 of the Guide). How does a responsible party evaluate whether a
reasonably objective basis exists for a financial forecast and whether
the assumptions underlying a particular forecast are appropriate?
Answer
5. Considerable judgment is required to evaluate whether a
reasonably objective basis exists to present a financial forecast.
Accordingly, the responsible party should possess or obtain a sufficient knowledge of the reporting entity's business and industry to
make the evaluation.
6. Section 210.07 of the Guide states that the responsible party
has a reasonably objective basis for presenting a financial forecast if
sufficiently objective assumptions can be developed for each key factor. (Section 200.11 of the Guide defines key factors as the significant
matters on which the entity's future results are expected to depend.
Such factors are basic to the entity's operations and, thus, encompass
matters that affect, among other things, its sales, production, service,
and financing activities.) The following matters should be considered
when evaluating whether such assumptions can be developed:
•

Can facts be obtained and informed judgments be made about
past and future events or circumstances in support of the underlying assumptions?

•

Are any of the significant assumptions so subjective that no
reasonably objective basis could exist to present a financial
forecast?3

•

Would people knowledgeable in the entity's business and industry
select materially similar assumptions?

•

Is the length of the forecast period appropriate?4

3 For example,

the responsible party might have no reasonably objective basis for presenting
a forecast that includes royalty income from products not yet invented or revenue from a thoroughbred being reared to race. In such cases, it would be inappropriate to present a forecast
because of the lack of a reasonably objective basis.
4 See
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paragraphs 43 through 45 of this Statement of Position (SOP).

Other matters that responsible parties should consider when evaluating whether sufficiently objective assumptions can be developed are
shown in the exhibit on page 6.
7. The evaluation of whether sufficiently objective assumptions
can be developed for each key factor should be made within the following context:
•

A factor is evaluated by considering its significance to the entity's
plans as well as the dollar magnitude and pervasiveness of the
related assumption's potential effect on forecasted results (for
example, whether assumptions developed would materially affect
the amounts and presentation of numerous forecasted amounts).

•

The responsible party's consideration of which key factors have
the greatest potential impact on forecasted results is a matter of
judgment, and is influenced by his or her perception of the needs
of a reasonable person relying on the financial forecast. A key factor having the greatest potential impact on forecasted results is
one in which an omission or misstatement of the related assumption would probably, in light of surrounding circumstances, change
or influence the judgment of a reasonable person relying on the
financial forecast.5

•

The responsible party should seek out the best information that
is reasonably available to develop the assumptions. Cost alone is
an insufficient reason not to acquire needed information. However, the cost of incremental information should be commensurate with the anticipated benefit.

•

A conclusion that a reasonably objective basis exists for a forecast
may be easier to support if the forecast were presented as a range.

8. As stated earlier, in addition to requiring a reasonably objective basis, the Guide requires a responsible party to develop appropriate
assumptions to present a financial forecast. When evaluating
whether assumptions underlying the financial forecast are appropriate,
the responsible party should consider numerous factors, including
whether—
T h e more likely it is that an assumption will have a significant effect on the overall forecasted
results and that the factors relating to the assumption indicate a less objective basis, the more
likely it is that the forecast should be judged as not having a reasonably objective basis.
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EXHIBIT
Sufficiently Objective Assumptions—Matters to Consider
Basis

Economy
Industry
Entity:
• Operating history
• Customer base
• Financial condition
Management's
experience with:
• Industry
• The business and its
products

Less Objective

More Objective

Subject to uncertainty
Emerging or unstable;
high rate of business
failure

Relatively stable
Mature or relatively
stable

Little or no operating
history

Seasoned company;
relatively stable
operating history
Relatively stable
customer group
Strong financial
position; good
operating results

Diverse, changing
customer group
Weak financial
position; poor
operating results

Inexperienced
management
Inexperienced
management; high
turnover of key
personnel

Experienced
management
Experienced
management

New or uncertain
market
Rapidly changing
technology
New products or
expanding product
line
Wide range of possible
outcomes
More dependency

Existing or relatively
stable market
Relatively stable
technology
Relatively stable
products

Products or services:
• Market
• Technology
• Experience
Competing assumptions
Dependency of
assumptions on the
outcome of the
forecasted results*

Relatively narrow range
of possible outcomes
Less dependency

* Assumptions may depend on the achievement of other forecasted results. For example, the
sales price of a real estate property in a forecast might be estimated by applying a capitalization rate to forecasted cash flows.
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•

There appears to be a rational relationship between the assumptions and the underlying facts and circumstances (that is, the
assumptions are consistent with past or current conditions).

•

The assumptions are complete (that is, assumptions have been
developed for each key factor).

•

It appears that the assumptions were developed without undue
optimism or pessimism.

•

The assumptions are consistent with the entity's plans and
expectations.

•

The assumptions are consistent with each other.

•

The assumptions, in the aggregate, make sense in the context of
the forecast taken as a whole.

Assumptions that have no material impact on the presentation may
not have to be evaluated individually; however, the aggregate impact
of individually insignificant assumptions should be considered in
making an overall evaluation of whether the assumptions underlying
the forecast are appropriate.
9. The following examples illustrate the facts and circumstances
considered by the responsible party when evaluating whether there
was a reasonably objective basis to present a financial forecast.
Example 1

Company Profile
10. An established builder of single-family homes has built two
garden-apartment complexes in the last three years. This developer
plans to build another garden-apartment complex and wishes to syndicate the project. Both of the existing garden-apartment complexes
are approaching full occupancy. The local economy is strong and has
a diversified base. Furthermore, real estate in the area generally
appreciates in value. There has been significant development in the
area and, if it continues, supply will exceed demand within four years.
The developer has appropriately considered this factor, as well as the
associated cost of maintaining the proposed facility, in planning the
project and developing the forecast.
11. In the past, the developer had financed each of his projects
forfiveyears at the maximum amount allowed by localfinancialinstitutions. Forecasts for the previous two projects assumed a five-year
7

financing period and a hypothetical sale of the property at the end of
the forecast period. For the proposed development, the developer has
obtained a commitment for a three-year interest-only loan for an
amount equal to 70 percent of the project's estimated cost. Current
discussions with bankers have indicated their willingness to convert
that loan to long-termfinancingfor the project after rental stabilization, which is consistent with normal lending practices. The developer
has indicated that he plans to refinance the committed loan after three
years for an amount that exceeds the loan by approximately 76
percent. Such additional amounts (net of refinancing costs) are to be
returned to the investors as a cash distribution. The developer's other
resources are not sufficient to provide a meaningful guarantee of the
refinancing. The forecast will be for five years, and will include a
projection illustrating a hypothetical sale at the end of the forecast
period. The details can be summarized as follows:
• Estimated cost of the development
to the partnership

(In thousands)
$10,000

• Committed financing (interest-only
loans) at 70 percent of the estimated cost

$ 7,000

• Proposed limited partnership investment

$ 3,000

• Amount of proposed refinancing:
— Long-term refinancing of the three-year
committed loan
— Additional financing for payments to
limited partners
— Cost of refinancing
• Forecasted cashflowbefore debt service for
the fourth year
• Capitalization rate (considered in this example
to be acceptable under the circumstances)
• Capitalized value at the end of the third year

$ 7,000
5,000
300
$12,300
$ 1,500
9%
$16,700

Question
12. Does the developer (the responsible party) have a reasonably
objective basis for forecasting the proposed refinancing?6
6 See

paragraphs 56 and 57 of this SOP for a discussion of the responsibility that an accountant
engaged to compile or examine a financial forecast has to evaluate whether a responsible
party has a reasonably objective basis for presenting a financial forecast.
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Answer7
13.
a.

This question can be divided into two further questions:

Can the developer forecast a refinancing?

b. Are the assumptions about the amount and terms of the refinancing sufficiently objective?
14. Forecast of Refinancing. The developer has obtained a financing commitment for three years based on local lending practices, and
bankers have indicated a willingness to provide permanent financing
in a manner that is consistent with these lending practices. Accordingly, it appears that the developer would have a reasonably objective
basis for forecasting the project's refinancing for a comparable
amount in three years.8 At that time, the building will still be
considered relatively new and, based on maintenance plans, should
be in good condition. Further, real estate in the area generally is
expected to appreciate in value, and forecasted cash flows before debt
service are consistent with a refinancing assumption.
15. Amount and Terms of Refinancing. Although the developer may
have a reasonably objective basis for a forecast that includes a refinancing for an amount approximating the original loan, it is not clear that
such a basis exists for one that includes a refinancing significantly in
excess of that amount. The following factors should be considered:9
•

Although the local economy is strong and diversified, competing
developments are being built and, in fact, there is some risk that
supply could exceed demand.

•

The developer has factored the effect of an increase in the supply
of competing housing units into the forecast and may point to an
estimated value of the project at the end of the third year, based
on the application of a current capitalization rate to forecasted
cashflows.However, capitalization rates may vary over time, and
estimated values derived from the application of capitalization
rates depend on the achievement of prospective cash flows.

7 This response

is based on information presented in the question. Other information, such as
that about the size and strength of the local economy, the precise location of the project, local
planning regulations, and the availability of third-party guarantees on the proposed refinancing, could change the response.

8Support

for forecasted interest rates may exist in the form of interest-rate forecasts and
current interest-rate trends. If interest-rate fluctuations are a concern, a conclusion that
sufficiently objective interest assumptions could be developed may be easier to support if
forecasted results are presented as a range (through the use of a range forecast).

9Theseitems

were developed by reference to the factors included in the exhibit on page 6.
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•

The developer is an experienced builder; however, both his
experience with larger projects and his resources are limited.

16. In light of the facts presented, it appears that the developer's
basis for refinancing the project at an amount significantly greater
than the original loan would be highly dependent on future events
and circumstances, such as anticipated cashflows,economic conditions, lending practices, and capitalization rates. Although forecasted
results may be used as a basis for a refinancing assumption, in the
absence of other supporting information, such results ordinarily
would not provide a responsible party with a basis for concluding that
the refinancing assumption was sufficiently objective. In this case,
the developer's limited resources and the length of time until the
refinancing is expected to take place are all risk factors that mitigate
a reliance on forecasted results to provide support for the developer's
assertion that a reasonably objective basis exists for the refinancing.
Accordingly, in the absence of additional information, the facts in this
case do not appear to support the developer's assertion that a reasonably objective basis exists for presenting a forecast that includes the
proposed refinancing assumption.10
Example 2

Company Profile
17. ACTech, Inc. was established to produce a line of flat-panel,
AC-plasma computer-display products for use when, because of their
bulk and thickness, cathode-ray tubes (CRTs) would not be suitable.
The company was incorporated in 19X0 by former members of a
management team (the founders) who designed the product and
operated the business as a division of BigCo. The founders have purchased equipment and certain technology at a significant discount
from BigCo with $1 million in funds raised from private investors.
ACTech's goal is to become a leader in the production and sale of ACplasma-display products by utilizing newly developed but unproven
technology to lower the cost of production and thereby compete more
effectively with DC-plasma-display products. DC products are currently in common usage because of their lower unit cost, but they are
inferior to AC-plasma-display products in brightness and resolution.

10In

this example, the developer could consider including a refinancing for the committed
amount ($7,000,000) in the forecast, and supplementing the forecast with a financial projection illustrating prospective results if the permanent financing obtained were for the greater
amount ($12,300,000).
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18. Product Line and Competition. The mainstay of the ACTech
product line will be a "plasma display system," which combines the
AC-plasma-display panels with new low-cost drive circuitry. When
compared to the most competitive product, the DC-plasma-display,
ACTech's product is three times as bright with noflicker,consumes
half the power for an equivalent level of light output, has a wider
viewing angle, can be produced in much larger sizes, and has a longer
life. DC panels are currently cheaper to produce, but with ACTech's
circuitry and manufacturing expertise, management hopes to close
the cost gap. ACTech is currently working on the implementation of
its new technology. Prototypes have been successfully produced, but
management estimates that, using the equipment purchased from
BigCo, it will need about a year to design and install a high-volume
production line.
19. Competition from other AC-plasma-display manufacturers
will come primarily from ACpan, a very large manufacturer that uses
most of its output in its own products. ACpan AC-plasma displays
have been available for the pastfiveyears and are comparable in quality to those of ACTech. Despite continued efforts, ACpan has
achieved very little market penetration because, like ACTech and
other producers of AC-plasma-displays, ACpan has not been able to
successfully design and install a high-volume production line. If
successfully developed, ACTech's manufacturing process and the
low-cost drive circuits will permit it to compete advantageously with
ACpan. Other manufacturers of AC-plasma-displays charge prices
that are higher than those of the ACpan products and cater to military
and specialty markets. In the market for large-sized screens, management believes that there is no effective flat-panel competition.
20. Additionally, ACTech has received oral assurances from
BigCo that it will purchase plasma displays from ACTech in sufficient
quantities to meet its needs, which would account for about 5 percent of ACTech's estimated sales.
21. Sales and Marketing. ACTech will sell primarily to equipment
manufacturers via an internal sales force. Additionally, ACTech will
utilize manufacturer's representatives or sales organizations to penetrate selected foreign markets. ACTech's products will be demonstrated at various trade shows and will be advertised in the
appropriate trade journals.
22. ACTech has targeted specific markets for its primary growth.
These markets include those for (a) mainframe interactive applications
(ACTech, when it was a division of BigCo, had already established
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a small market in this area), (b) portable personal computers (ACTech
is currently involved in discussions with several large companies in
this market), (c) CAD/CAM/CAE work-stations (ACTech is currently
involved in discussions with producers serving both financial and
design markets), and (d) manufacturing control products (ACTech is
working with a company that uses a plasma panel with a touch screen
to support the manufacturing process).
23. ACTech has estimated sales of approximately $600,000 in
19X2, $16 million in 19X3, and $40 million in 19X4. At anticipated
levels of industry growth (provided from an outside source), these
salesfiguresrepresent 0.3 percent, 6 percent, and 11 percent of the
plasma-panel market, respectively.
24. Product Manufacture. Management believes that the equipment purchased from BigCo by the founders is state of the art.
ACTech is in the process of relocating the equipment to a new facility
and setting up a modern, automated production line This new facility,
which requires some renovation, will allow ACTech to begin production on a limited scale in about six months. Ample room exists for
future expansion. No significant problems are expected in relocating
and setting up the new facility, assuming that design problems
related to high-volume production can be overcome.
25. Production is expected to be at 500 AC-plasma displaysystem units in 19X2, growing to 36,000 in 19X3 and 115,000 in 19X4.
26. Management and Personnel. The ACTech management team is
recognized throughout the computer industry as a leader in plasmadisplay technology and manufacturing. Together, the four founders
have overfiftyyears of experience in thefieldofflat-paneldisplays.
Additionally, the founders have demonstrated significant academic
and manufacturing achievements in thefieldof display technology.
At present, ACTech has three full-time and eleven part-time employees.
Management plans to hire an additional thirty-five employees during
19X2, including three marketing and sales employees.
27. Management expects employment to grow to about 250 by
19X4. Although production employees must be hired and trained, the
labor market is sufficient to supply an adequate labor force with the
basic technical skills needed to perform the required tasks, and
management has experience in training. Further, management has
had discussions with several candidates for the sales positions and
does not anticipate difficulties in hiring qualified staff.

12

Question
28. Does management have a reasonably objective basis for
presenting afinancialforecast?11
Answer12
29. ACTech, Inc.'s financial forecast is based on two primary
assumptions: (a) the successful design and installation of a highvolume production line, which would enable the company to significantly reduce unit costs; and (b) the timing and quantity of sales.
30. High-Volume Production. ACTech is planning to manufacture
and sell AC-plasma-display products for use in computer terminals.
Its success will be highly dependent on its ability to produce those
products in large quantities for sale at a price competitive with
DC-plasma products. Although prototypes of the company's products
have been produced, circuitry compatible with high-volume production
has been developed, and experienced management has been hired,
the company has yet to design and install the planned high-volume
production line. As indicated previously, management's current
estimate is that it will be at least twelve months before that work is
completed. Further, the facts presented indicate that other manufacturers of AC-plasma-display units have not been successful in reducing
production costs. BigCo's willingness to sell its AC-plasma-display
division may also indicate uncertainty about its ability to reduce
production costs.
31. For the reasons discussed in the preceding paragraph,
management's assumption that it will be able to achieve high-volume,
low-cost production is relatively subjective. That assumption is critical
to the company's sales assumptions, which depend on the reduction
of production costs to a level that permits a pricing structure competitive with that of DC-plasma units. Without a competitive pricing
structure, the company's sales assumptions do not appear to be valid.
Accordingly, ACTech does not appear to have a reasonably objective
basis for presenting afinancialforecast.
32. Other Matters. If the feasibility of establishing a high-volume
production line capable of producing AC-plasma units at a cost that
11 See

footnote 6 of this SOP.

12This

response is based on information presented in the question. Other information about
the status of engineering plans, the preproduction models, and marketing results could
change the response. The response was developed by referring to the factors included in the
exhibit on page 6.
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permits ACTech to competitively price its product could be reasonably assured, a reasonably objective basis might exist for presenting a
financial forecast. Before that conclusion can be reached, consideration
should be given to ACTech's assumptions regarding market penetration. ACTech has developed a sales and marketing plan; however,
questions exist concerning its assumptions of an aggressive market
penetration (for example, capturing 11 percent of the plasma-panel
market by the end of 19X4). There are several factors that appear to
support its sales assumption: the technological superiority of its
products, competitive pricing, management's experience with the
products, and the acceptability of the product to current users, such
as BigCo. Nevertheless, it would be appropriate to gather additional
information concerning marketing results to date before concluding
whether a sufficiently objective basis exists for the assumptions
regarding market penetration. Further, uncertainty concerning the
company's sales assumptions may indicate that such assumptions
would be easier to support if a range forecast were presented.
(Exhibit 4 of section 410.05 of the Guide illustrates a range forecast.)
Example 3

Company Profile
[Note: As indicated in paragraph 45 of this SOP, it may be difficult to
support an assertion that a reasonably objective basis exists for
presenting a financial forecast for certain start-up companies. The following example illustrates a situation in which a two-year forecast for
a start-up company may be appropriate.]
33. Newco was established to manufacture wall panels with selfcontained insulation for use in commercial and industrial projects.
The panels provide a lightweight interior and exterior wall combination. The company was incorporated in 19X0 by a former executive of
one of the leaders in the wall-panel market, and by an individual who
helped develop the original technology ten years ago (the founders).
The founders have invested $1,000,000, which was used to order
initial equipment and lease a building. Newco has sufficient capital to
operate during the forecast period.
34. Although more expensive than those using traditional
materials, the panels have proven to be easier to install than rolled or
blown-in insulation and wall surface combinations. Therefore, the
use of the insulated wall panels in construction has been increasing.
Competitors in the wall-panel market include two divisions of publicly held corporations that produce the panels, along with a variety
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of other construction materials, in a number of plants. These competitors generally service the large-project market and are known to
have significant backlogs. From interviews with industry sources, it
has been determined that these companies have been unable to
respond to small or rush orders. Newco believes that, as an
entrepreneurial company having low overhead and specializing in
one product, it can service the small-order market effectively and
profitably.
35. Sales would be generated through bid contracts advertised by
a clearinghouse that provides information to contractors and through
the establishment of long-term relationships with engineering and
architectural professionals. After lengthy correspondence with these
professionals, Newco has obtained commitments for approximately
5 percent of its production capacity for 19X1 and 19X2 (about 25
percent and 15 percent of forecasted sales in 19X1 and 19X2, respectively). In addition, the initial equipment installation has allowed
Newco to respond to selected advertised bids and obtain contracts for
one-third of the opportunities pursued. These contracts account for
10 to 12 percent of the plant's capacity and extend through 19X2
(representing 50 percent and 35 percent of forecasted sales in 19X1
and 19X2, respectively). Newco plans to expand its sales force to
enable it to respond to additional opportunities.
36. In estimating its sales, Newco considered the growth in the
construction market, the increasing conversion to manufactured wall
panels, its success rate in bidding opportunities, the planned growth
in its sales force, and the number of orders received to date. Newco
has estimated sales of approximately 20 and 33 percent of production
capacity in 19X1 and 19X2, respectively. These sales figures would
represent market shares of 2 to 3 percent of the bid market for insulated wall panels. In addition to clearinghouse data used to assess
market growth and size, management has considered industry
sources that provide significant information on construction and
usage potentials in making its sales estimates.
37. The application of the technology involved in the production
process continues to serve as a deterrent to entering the small-order
market. Newco's initial investment has allowed for limited-scale
production, and no significant problems are expected in obtaining
the additional equipment and achieving forecasted capacity. Further,
the company has been able to manufacture a quality product within
its range of estimated costs.
38. The founders are recognized within the industry for their
technological and manufacturing expertise. Management has hired
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financial and production management executives, and is in the process of making its selection of three additional salespeople from a
number of candidates experienced in the industry. Although additional production employees must be hired and trained, the labor
market is sufficient to supply an adequate labor force with the basic
technical skills needed to perform the required tasks.
Question
39. Does management have a reasonably objective basis for
presenting afinancialforecast for 19X1 and 19X2?13
Answer14
40. Yes. Given the facts in this case, it appears that Newco has a
reasonably objective basis for forecasting its operations for the years
19X1 and 19X2.
41. Newco's product currently exists in the market and
represents a technologically proven alternative that competes with
similar technologies and alternatives based upon price. Further, the
quality of its production and costs incurred to date have been in line
with management's expectations. Accordingly, Newco's ability to
forecast operating results depends on the primary assumption of the
timing and quantity of sales.
42. Management's ability to identify competitors, analyze customers' buying motives, and evaluate the market as well as the potential
end usage demand are important determinants in forecasting sales.
However, it is management's demonstrated success in identifying and
establishing a specific customer base and in establishing a bidding
track record that provides an important validation of its assessments
of competition, pricing, and industry practices; it also provides the
basis for management's sales forecast capabilities. Current contracts
and commitments would account for a substantial portion of forecasted
sales for 19X1 and 19X2, and the company's bidding success rate,
coupled with the imminent hiring of experienced sales personnel,
appears to provide a basis for estimated increases in sales during
those years.

13

See footnote 6 of this SOP.
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This response is based on information presented in the question. Other information, such
as that about the economy and its effect on Newco's industry and its forecasted results,
could change this response The response was developed by reference to the factors
included in the exhibit on page 6.
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Consideration of the Length of the Forecast Period
Question
43. In practice, financial forecasts have been presented for various periods of time, some of which exceed ten years. What factors
should be considered in determining the time period to be covered
by a financial forecast?
Answer
44. The Guide does not specify any fixed minimum or maximum
time period to be covered by afinancialforecast. The period that appropriately may be covered depends to a large extent on the particular
circumstances of the company involved.15 In evaluating the period to
be covered by a forecast, the responsible party should balance the
information needs of users with his or her ability to estimate prospective results; however, a reasonably objective basis should exist for
each forecasted period (month, quarter, or year) presented.16
45. In order to be meaningful to users, the presentation of a
financial forecast ordinarily should cover at least one full year of
normal operations.17 However, the degree of uncertainty generally
increases with the time span of the forecast, and at some point, the
underlying assumptions may become so subjective that no reasonably objective basis may exist for presenting a financial forecast. It
ordinarily would be difficult to establish that a reasonably objective
basis18 exists for a financial forecast extending beyond three to five
years,19 and depending on the circumstances, a shorter period may be
appropriate (for example, in the case of certain start-up or high-tech
15 SEC

Regulation S-K, 229.10(b)(2) states that, for certain companies in certain industries, a
(forecast) covering a two- or three-year period may be entirely reasonable. Other companies
may not have a reasonable basis for (forecasts) beyond the current year. Accordingly, the
responsible party should select the period most appropriate in the circumstances.

16See

question entitled "Periods Covered by an Accountant's Report on Prospective Financial
Statements? included in SOP 89-3, Questions Concerning Accountants' Services on Prospective Financial Statements.

17See

section 400.32 of the Guide.

18See

paragraphs 1 through 42 of this SOP for a discussion of factors to be considered when
evaluating whether a reasonably objective basis exists to present a financial forecast.

19Financial

forecasts for longer periods may be appropriate, for example, when long-term
leases or other contracts exist that specify the timing and amount of revenues, and when
costs can be controlled within reasonable limits.

17

companies it may be difficult to support an assertion that a reasonably objective basis exists to present a financial forecast and, if so, for
more than one year). If it is not practical to present a financial forecast
for enough future periods to demonstrate the long-term results of an
investment or other decision, the presentation should include a
description of the potential effects of such results.20

Disclosure of Long-Term Results
Question
46. Section 400.33 of the Guide states that short-term forecasts
may not be meaningful in situations in which long-term results are
necessary to evaluate the investment consequences involved. However, because uncertainty generally increases with the time span, it
may not be practical in all situations to present financial forecasts for
enough future periods to demonstrate long-term results.21 In those
circumstances, the presentation should include a description of the
potential effects of such results. What form of disclosure would be
appropriate in such circumstances when a financial forecast for
general use will be presented?
Answer
47. The Guide does not provide a standard format for disclosures22
intended to demonstrate operating or other results beyond the forecast period (that is, post-forecast-period disclosures),23 because it is
not possible to anticipate all the circumstances that might arise in
practica However, such disclosures should be based on the responsible
20 See

section 400.33 of the Guide and paragraphs 46 through 55 of this SOP.

21 See paragraphs

43 through 45 of this SOP for a discussion of matters to consider when evaluating the length of a forecast period.

22Exhibit

3 of section 410 of the Guide illustrates a disclosure that is appropriate for describing long-term results of certain real estate projects. That illustration includes a projection
that discloses the effect on limited partners of a hypothetical sale of the property at the end
of the forecast period.

23Section

210.05 of the Guide states that "because afinancialprojection is not appropriate for
general use, it should not be distributed to those who will not be negotiating directly with
the responsible party. . .unless the projection is used to supplement afinancialforecast and
is for a period covered by the forecast." Afinancialprojection is defined in section 200.05 of
the Guide as prospective financial statements that present, to the best of the responsible
party's knowledge and belief, an entity's expected financial position, results of operations,
and changes in financial position (cash flows), given one or more hypothetical assumptions.
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party's plans and knowledge of specific events or circumstances, at
the date of the forecast, that are expected to have a material effect on
results beyond the forecast period.
48. Specific plans, events, or circumstances that might be disclosed include the following:
•

Scheduled increases in loan principal

•

A planned refinancing

•

Existing plans for future expansion of production or operating
facilities or for the introduction of new products

•

Expiration of a significant patent or contract

•

The expected sale of a major portion of an entity's assets24

•

Scheduled or anticipated taxes that have adverse consequences
for investors

49. Disclosures may be limited to a narrative discussion of the
responsible party's plans, or they may include estimates of expected
effects of future transactions or events. In all cases, however, the disclosure should be included in, or incorporated by a reference to, the
summary of significant assumptions and accounting policies. It
should also —
•

Include a title indicating that it presents information about
periods beyond the financial forecast period.

•

Include an introduction indicating that the information
presented does not constitute a financial forecast and indicating
its purpose.

•

Disclose significant assumptions and identify those that are hypothetical, as well as the specific plans, events, or circumstances that
are expected to have a material effect on results beyond the forecast period.

•

State that (a) the information is presented for analysis purposes
only, (b) there is no assurance that the events and circumstances
described will occur, and (c) if applicable, the information is less
reliable than the information presented in the financial forecast.

24 See

footnote 22 of this SOP.
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50. The purpose of the disclosures discussed herein is to provide
users with additional information useful in analyzing forecasted
results. However, the information relates to periods beyond the forecast period, and management generally does not have a reasonably
objective basis for presenting it as forecasted information. Accordingly,
the disclosures are less reliable than those that are included in a financial forecast. Such disclosures should not be presented comparatively
to forecasted results on the face of the financial forecast or in related
summaries of results (for example, in a summary of investor benefits),
or as a financial projection,25 since such presentations could be
misleading. The following examples illustrate the types of disclosures
that may be appropriate.
Example 1
Note A: Supplemental Information Belated to the Three Years Ending
December 31,19X826
While management is unable to prepare a financial forecast for
the three-year period ending December 31, 19X8, it believes that the
following information is necessary for users to make a meaningful
analysis of the forecasted results.
Management's forecast anticipates operation of each of the three
properties described therein during the five-year period ending
December 31, 19X5. Current plans are to continue operation of all
three properties through December 31, 19X8, at which time the
properties will be offered for sale. The following table illustrates the
pre-tax effect to limited partners of a sale of properties at December
31, 19X8, and the subsequent liquidation of the partnership. The
table is based on the following hypothetical assumptions:27
•

Column A is based on the assumption that the property will be
sold (or foreclosed) for the balance of the mortgage notes at
December 31, 19X8.

25Section

200.05 of the Guide provides the definition of afinancialprojection. Section 210.05
states that a financial projection is not appropriate for general use unless it supplements a
financial forecast and is for a period covered by the forecast. SOP 89-3, Questions Concerning
Accountants' Services on Prospective Financial Statements, provides guidance for reporting on
a projection that supplements afinancialforecast and is for a period covered by the forecast.

26 See

exhibit 3 of Section 410 of the Guide and SOP 89-3 for an alternate presentation of longterm results when a projection is used to supplement a financial forecast and is for a period
covered by the forecast (for example, the projected sale of real estate on the last day of the
forecasted period).

27To

be consistent with the purpose of disclosing the hypothetical sale of the entity's real
estate investment, the capitalization rate assumed should be consistent with the assumptions used in the forecast as well as the entity's and the industry's experience.
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•

Columns B and C are based on the assumption that the properties
will be sold at estimated market values, which are calculated by
capitalizing estimated cash flows from operations for the year
immediately preceding the sale at rates of 7 percent and 9 percent, respectively.

•

The estimated balance of outstanding mortgage notes at December 31, 19X8, is based on the assumption that the partnership will
continue to make payments in accordance with existing terms of
the mortgage notes. Note 7 to thefinancialforecast describes the
partnership's outstanding mortgage notes and related payment
terms.

•

Management has estimated net operating cashflow(in total and
per unit) for the three years ending December 31, 19X8, using
assumptions substantially the same as those used in its financial
forecast for thefiveyears ending December 31, 19X5. In preparing the estimate, 19X5 forecasted rental income and forecasted
operating expenses and management fees were increased by 5
percent per year.
B

Cash distributions to
limited partners:
For the forecast period
For the three-year
period ending
December 31, 19X8
Net from sale and
dissolution
Less original capital
contribution

Sale for
Sale at
Sale at
Existing
a 7%
a 9%
Mortgage Capitalization Capitalization
Balance
Rate
Bate

$xxx

$xxx

$xxx

xxx

xxx

XXX

XXX

xxx

XXX

(XXX)

(XXX)

(XXX)

Net pre-tax cash flow
from partnership

$xxx

$xxx

$xxx

Taxable income—gains
and losses:
For the forecast period

$xxx

$xxx

$xxx

For the three-year
period ending
December 31, 19X8

$xxx

$xxx

$xxx

From sale and
dissolution

$xxx

$xxx

$xxx
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This information is less reliable than the information presented in the
financial forecast and, accordingly, is presented for analysis purposes
only. Further, there can be no assurance that events and circumstances described in this analysis will occur.
Example 2
Note B: Supplemental Information Belated to Periods Beyond the Forecast Period
While management is unable to prepare a financial forecast for
periods beyond 19X5, it believes that the following information is
necessary for users to make a meaningful analysis of the forecasted
results.
Management's forecast for the three years ending December 31,
19X5, anticipates sales of its Model 714 High Tech Laser Analyzers
and related equipment in the amounts of $13,500,000, $14,000,000,
and $14,500,000, respectively. Such sales represent approximately 50
percent of the Company's sales for the forecast period and were the
major reason for the Company's growth in 19X0 and 19X1. The
Company is currently a leader in laser technology, and its Model 714
Analyzer is now widely used by the industry. However, the Company
expects sales of this product to peak in 19X5 and decline in periods
subsequent to the forecast period. The Company is currently
developing the Model 714A High Tech Analyzer, which is an improvement on the Model 714 Analyzer, and an X series visual modulator
and laser scanner.
This information is less reliable than the information presented in
the financial forecast and, accordingly, is presented for analysis
purposes only. Further, there can be no assurance that the events and
circumstances described herein will occur.
Question
51. A responsible party may prepare a financial forecast that
requires disclosures like those illustrated in paragraphs 46 through
50 of this SOP, and he or she may request an accountant to compile
or examine the forecast. What is the accountant's responsibility for
such disclosures when he or she provides a compilation or examination service?
Answer
52. In applying procedures to provide assurance that the forecast
conforms to AICPA presentation guidelines in an examination, or in
reading the forecast for conformity with the guidelines in a compilation,
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the accountant should consider whether such disclosures are
required and, if so, whether they are made. The accountant is not
required to design specific procedures to identify conditions and
events that might occur beyond the forecast period. Rather, the
accountant's consideration is based on information about management's existing plans, future events, and circumstances obtained
during the course of the engagement.28
53. Disclosures of long-term results are included in the notes to
thefinancialforecast and are, therefore, covered by the accountant's
standard report. Accordingly, the extent of procedures performed
depends on whether the engagement is a compilation or an examination. Compilation and examination procedures for engagements for
prospective financial statements are included in sections 600 and
700 of the Guide, respectively. When those procedures are performed, consideration should be given to whether (a) the disclosures
are consistent with management's existing plans and knowledge of
future events and circumstances, and (b) the disclosures are
presented in conformity with the guidelines in paragraph 49 of
this SOP.
54. If, when performing a compilation engagement, the accountant concludes, on the basis of known facts, that the disclosures are
obviously inappropriate, incomplete, or misleading, given their purpose, or the disclosures are not presented in conformity with the
guidelines given in paragraph 49, the accountant should discuss the
matter with the responsible party and propose an appropriate revision of the disclosures. If the responsible party does not agree to
revise the disclosures, the accountant should follow the guidance in
sections 600 and 620 of the Guide.
55. If, when performing an examination engagement, the
accountant has reservations about the disclosures or if he or she is
unable to apply procedures to such disclosures considered necessary
in the circumstances, the accountant should discuss such matters
with the responsible party and propose appropriate revision of the
disclosures. If the responsible party will not agree to revision of the
disclosures, the accountant should follow the guidance in section 720
of the Guide.

28 The

accountant is not responsible for anticipating future events, circumstances, or management plans. Further, the accountant's report does not imply assurance that all such matters
that might occur beyond the forecast period have been disclosed.
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The Accountant's Consideration of Whether the
Responsible Party Has a Reasonably Objective
Basis for Presenting a Financial Forecast
Question
56. Section 500.14 of the Guide indicates that an accountant who
has been engaged to compile or examine a financial forecast should
consider whether the responsible party has a reasonably objective
basis to present a forecast.29 In considering whether the responsible
party has a reasonably objective basis, the accountant would consider
whether sufficiently objective assumptions can be developed for
each key factor. Do the procedures in sections 600 and 700 of the
Guide, "Compilation Procedures" and "Examination Procedures,"
respectively, contemplate such a consideration?
Answer
57. Yes. An accountant may become aware of information that
raises questions about whether the responsible party has a reasonably objective basis for presenting a financial forecast as he or she
performs the procedures required for a compilation (see section
600.10 of the Guide), particularly when making inquiries about key
factors (see section 600.10c of the Guide), reading the forecast, and
considering whether significant assumptions appear to be not obviously
inappropriate (see section 600.10g of the Guide). In any event, section
500.14 of the Guide states that whether the responsible party has
a reasonably objective basis to present a forecast would be a factor in
the accountant's consideration about whether the presentation would
be misleading (see section 600.10j of the Guide).30 In an examination
engagement, the accountant considers whether the responsible party
has a reasonably objective basis for presenting a financial forecast
when he or she evaluates the support underlying the assumptions

29 See

section 400.04 of the Guide
accountant's compilation procedures do not contemplate an evaluation of the support
for underlying assumptions, which is required in an examination of prospective information.
Because of the limited nature of the procedures, a compilation does not provide assurance
that the accountant will become aware of significant matters that might be disclosed by
more extensive procedures.

30 The
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thereto. In either case, the guidance for preparers given in paragraphs
1 through 42 of this SOP may be useful to the accountant.31

Effective Date
58. The presentation guidelines in this SOP are effective for
prospectivefinancialinformation prepared on or after August 31, 1992.
The guidance on accountants' services is effective for engagements in
which the date of completion of the accountants' services on prospective financial information is August 31, 1992, or later. Early application
of the provisions of this statement is encouraged.

31Often,

an accountant considers whether a preparer has a reasonably objective basis to
present a financial forecast before accepting an engagement to perform compilation or
examination services. In that case, the guidance in paragraphs 1 through 42 of this SOP may
be particularly useful.
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